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A Tax Policy for Enterprise 


Three reforms would help provide the requisite 700,000 new jobs a year. 


by Joun W. HANES, Chairman, The Tax Foundation 


O UR economy has faltered for the first time since the war’s end. Although this does not 
necessarily mean that we are on the brink of a depression, it does mean, among other 
things, that we are confronted with the necessity of encouraging American industry to spend a 
great deal of money on plant expansion and te:hnical development in order to maintain a high 


rate of industrial production. 


Reasonably full employment, a vital ingre lient of prosperity, depends on the creation of 
some 700,000 jobs every year for young people entering the labor force. To create these new 
job opportunities, new plants, tools, and equipment are needed. This in turn means new investment 


in industry amounting to about $5 billion 
annually. The problem is to encourage this 
expansion with the aid of equity capital with- 
out succumbing to the long-term debilitation 
that is inherent in government handouts and 
subsidies, and without too great a reliance on 
temporary expedients. 

Moreover, with the great rise in excise and sales 
taxes incident to the war and with the decrease in 
the purchasing power of the dollar, a new problem 
has arisen among the lowest income groups. For 
many years it has been my position that we should 
have the broadest possible tax base and that the 
income-tax system should include the maximum 
number of people in order to create a universal 
tax awareness. But conditions have changed and 
new difficulties require new remedies. This has led 
me to change my mind. 

A tax-conscious people is still a necessity, I 
feel. But with the fall of the purchasing power of 
the dollar, it is manifestly unfair to leave indi- 
vidual income-tax exemptions where they were when 
a dollar would buy a great deal more than it does 
now. I therefore believe that the burden on low- 
income groups should be lightened either by 
repeal of excises, which bear heaviest on purchas- 
ing power, or else by a substantial increase in the 
individual income-tax exemptions. 
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In the light of these two factors — the need 
for industrial expansion and the need for redis- 
tributing the tax load — a thorough overhauling 
of our tax structure is necessary. However, a com- 
plete fiscal program is not the aim of the present 
article. If it were, I should include the strongest 
possible arguments for the stri¢test economy in 
the executive branch of our government, so that 
the resulting savings could be passed on to the 
middle and lowest income groups. In the space 
available, I have chosen to discuss only the first 
point, namely, the need for capital expansion and 
how this can be stimulated by reforms in our 
present tax policies. To this end I shall address 
myself to what, in my judgment, are the three 
most important steps that ought to be taken: 
(1) a reform of the depreciation policy, (2) a 
liberalization of the policy regarding retained 
earnings, and (3) elimination of the double taxa- 
tion of dividends. 

Depreciation 

The depreciation problem goes to the core of 
our present economic condition. In the tremendous 
expansion of war and postwar, corporations have 
had to acquire and pay for new plants and equip- 
ment at prices far above prewar costs, while 
depreciating old equipment at low rates on a 
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prewar base. To accomplish this, they have been 
forced to retain an ever larger share of current 
earnings, to dip into their reserves and surpluses, 
and in many cases to borrow heavily from banks 
and insurance companies. 


In other words, more and more of corporate 
profits and capital are being eaten away by hid- 
den depreciation costs, since corporate tax credits 
are calculated on a minimum amount of deprecia- 
tion based on a lower cost level. 

What this means to the American economy is 
graphically illustrated by the case of the Jones 
& Laughlin Steel Corp. The steel industry requires 
far heavier equipment than most industries. That 
equipment is much more costly today than it was 
ten years ago. For instance, the estimated cost 
of a 90,000-foot-per-minute turboblower for a 


the need for huge outlays of money in the steel 
business. They know steel companies have had 
a hard time paying adequate dividends to share- 
holders. For example, Jones & Laughlin, has felt 
able to pay out only 26 per cent of its net profits 
as dividends, holding the balance back for capital 
needs, This dividend rate — 65 cents per quarter 
per share — is less than an annual return of 
8 per cent on the asset value. Under these condi- 
tions, raising money by selling stock is difficult. 


b) It can retain a large share of its earnings. 
But it already has. In the past eight years total 
resources of Jones & Laughlin generated from 
the business, from net income, and from deprecia- 
tion, depletion, and amortization, amounted to 
about $226 million. During the same period, 
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blast furnace installed complete in 1939 was 
$401,000. Now the same item costs $798,000 — 
almost double its previous cost. 


In 1939 the cost of relining a large blast furnace 
was $653,000. Today it is $1,375,000 — more 
than twice as much. 


During the past three years, Jones & Laughlin 
has spent $104 million to replace and improve 
its plants. During the next four years, the company 
is already committed to spend an additional] 
$106 million, and current plans call for $50 mil- 
lion more. All this totals $260 million. 


Where is this huge sum to come from? Not 
much of it could come from depreciation reserves 
based on prewar prices. Actually, the corporation 
has three choices: 


a) It can sell stock. But even though its dol- 
lar profits look larger than ever before, Jones 
& Laughlin stock sells at less than 35 cents on 
the dollar of investment or asset value. The com- 
mon stock sells at less than $30 a share, while 
asset value is about $89 per share. This low 
market value is due to the fact that investors see 
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$49 million has been paid in dividends and $164 
million for plant. This leaves just $13 million, 
a small amount to apply against the large pro- 
gram of expenditures to maintain and rehabilitate 
plant and equipment. 


c) It can borrow. Unable to lay aside enough 
money to meet the swollen cost of new equipment, 
or to raise it by selling stock, Jones & Laughlin 
has had to borrow $60 million since the war’s 
end. Bank credit for $40 million more has been 
arranged. But this cannot go on_ indefinitely. 
Borrowed money must be repaid some time. At 


least, that’s what / think. 


Now the best answer for Jones & Laughlin, 
as well as for all corporations struggling against 
high costs and restrictive tax policies, is a realistic 
depreciation policy. Corporations should be per- 
mitted to set their own depreciation rates, with two 
limitations: that the rates should be no higher 
than 20 per cent; and that corporations stick 
to their schedules, once these are established. 

If we adopt this broad principle of dealing 
fairly with depreciation, neither the Treasury nor 
the taxpayer will be the gainer or loser in the 
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long run, but the economy as a whole will gain 
tremendously. Management will be free to use 
its own judgment and initiative in expanding 
production and creating more jobs. 


Canada, in recognizing the need for tax reform, 
has made important changes with regard to depre- 
ciation. Under the new regulations, allowance will 
be made for obsolescence, hitherto unrecognized. 


Moreover, the new Canadian regulations provide 
that the rates of write-off will apply to the written- 
down value of the asset account rather than to the 
total account. The rates of depreciation will be 
appropriately increased, having regard to the 
diminishing base to which they apply. 

Finally, Canadians are proposing to introduce 
what might loosely he described as a recapture 
provision. This will operate to ensure, in effect, 
that the deductions for amortizing the cost of 
an asset shall not exceed the final proven cost of 
the asset to the taxpayer. 


The Evils of Section 102 


Next in a program of tax relief to encourage 
the flow of new capital is revision of Section 102 
of the Internal Revenue Code. This section imposes 
penalties on corporations found to have accumu- 
lated reserves in excess of the “reasonable” needs 
of their business. In any tax-revision program, 
some relief from Section 102 is a “must” item. 


The plain fact is that many corporate manage- 
ments are in constant turmoil over the uncertainty 
of a large penalty under Section 102, in case they 
are unable to prove to the satisfaction of the 
internal-revenue agent the propriety of their cur- 
rent dividend policy. Many feel impelled to pay 
such heavy dividends that adequate reserves for 
future business needs are dissipated. 


For some time, tax leaders in Congress have 
ben discussing three possible changes in Section 
102. 


In the first place, the burden of proof in Sec- 
tion 102 cases should be shifted from the taxpayer 
to the Treasury. At present, in order to escape 
penalties, the taxpayer must prove that retained 
earnings are no greater than the reasonable needs 
of the business. 


Of course, opposition to this change is inevitable. 
As recently as March 24, Representative Wright 
Patman of Texas wrote the Bureau of Internal 
Revenue, urging that the bureau “carefully analyze, 
investigate, and study the income tax returns of 
corporations for the years 1946, 1947, and 1948 


for the purpose of determining whether or not 
excess earning were retained in violation of Sec- 
tion 102... .” 


The Congressman insists that corporations turn 
over two-thirds of their earnings to stockholders, 
without regard for their expansion needs or any 
other connected problem. Mr. Patman is chairman 
of the House Small Business Committee. He may, 
or may not, know that his tax policy is abetting 
the eventual destruction of small business as well 
as large. 


A second needed change in Section 102 would 
provide that corporations, in computing income 
for the purposes of this section, be permitted to 
deduct dividends paid within seventy-five days after 
the end of the tax year. 


And third, Congress should permit profit from 
capital gains, now included as income for purposes 
of Section 102, to be exempt from the penalty tax 
if they are long-term gains. At the same time, the 
Treasury shouid be permitted to consider such 
gains in determining how much of ordinary cur- 
rent earnings a corporation needs to retain for 
business needs. 


The Confiscation of Dividends 


But of all the possible tax revisions that might 
encourage capital formation, by far the most 
important is the removal of double taxation of 
dividends. Here again Canada provides us with 
an example that we can well afford to study. 
Canadian perception emphasizes strikingly our 
own shortsightedness. 

Canadian Minister of Finance Douglas Abbott 
could have been speaking for the U.S., as well as 
Canada, when he told the Canadian Parliament 
on March 22: 


“Today we find governments in this country, 
as well as in most other countries, taxing away 
at least a third of corporate profits. In addition, 
the personal income-tax rates apply in full to what 
is distributed out of the remaining two-thirds. The 
tax may be as high as 80 per cent upon distributions 
to shareholders. It seems to me that under a 
system of private enterprise, which depends for 
its existence on a steady flow of venture capital, 
we cannot afford to neglect the implication of 
this defect in our tax system, which has been 
accentuated by the increase ir both corporate and 
personal income-tax rates . . . It is a matter of 
concern for the future under a system where we 
depend, and must depend, for full employment 
and the creation of new wealth on the willingness 
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of our people to risk their money in constructive 
enterprises.” 

To meet this situation, Mr. Abbott proposed, “as 
a first step,” that the Canadian Parliament allow 
individuals a credit against their personal income 
tax equal to 10 per cent of the dividends they 
receive from common shares of Canadian taxpay- 
ing corporations. In effect, this proposal, com- 
bined with suggested adjustments of corporate 
income-tax rates, completely removes double tax- 
ation on smal! businesses — that is, on those 
whose profits come to less than $10,000. 

The U.S. would do well to take a leaf from 
the Canadian book, especially now when the 
initial signs of deflation have already appeared 
in this country. Wholesale prices are down, the 
cost-of-living index is down, unemployment has 
shown a significant rise and is still rising. In the 
potential deflation that confronts us, we are pay- 
ing heavily for a shortsighted policy, which 
ignored and continues to ignore the sharply 
restricted flow of savings into corporate securities. 

Perhaps because it is so basic, the problem of 
double-dividend taxation is more difficult than 
most. It is unlikely that the injustice of this par- 
ticular double taxation can be rectified quickly, 
without a measure of understanding on the part 
of our dilatory lawmakers. 

The case of the Westinghouse Electric Corp. 
illustrates the problem. During 1947, Westing- 
house paid common dividends of $1.25 a share. 
That was the first raise its shareholders received 
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in six years; they had been getting $1 a share. 
In order to pay the $1.25, Westinghouse first had 
to pay Federal and state income taxes totaling 
85 cents a share. The total that might have been 
paid to the stockholders thus may be set at $2.10. 
But that was only the beginning. Westinghouse 
stockholders paid surtax rates ranging from 19 per 
cent to 85 per cent. The stockholder — neither 
the richest nor the poorest — whose income taxes 
on his Westinghouse dividend were in the 50 per 
cent bracket, kept 6214 cents out of the original 
$2.10. A total of $1.4714 went to the tax collectors. 
At the average stock-exchange prices for 1947, 
that gave the stockholder a net cash return of 
slightly more than 2 per cent — hardly a rate 
likely to encourage the flow of savings into 
corporate securities. 


Double taxation of dividends, depreciation, and 
Section 102 — these three areas of tax policy 
must be subjected to revision. Although these 
three are by no means the only desirable reforms, 
they are fundamental to any enlightened program 
of tax change. 


Moreover, they can be effected in a careful pro- 
gram without ‘disturbance to our government’s 
fiscal structure — that is, without any long-term 
loss of revenue to the U.S. Treasury. It is my 
considered judgment that reform in these three 
basic areas is urgently needed. At stake may be 
our hope of continued prosperity and strength 
through efficient functioning of the American 
economic system. 
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